ABSTRACT
I. INTRODUCTION
his study examines how institutional investors interact with sell-side analysts (hereafter, SSAs) in Korean stock market. Lee (2001) suggests that stock prices converge toward the intrinsic value of equity over time, and that convergence is achieved only at substantial social costs. Therefore, a temporary divergence between stock price and intrinsic value of equity is inevitable. Thus, given that efficient stock markets is a necessary condition for the economically efficient allocation of social resources among firms, it is important to identify which factors either facilitate or impede stock price convergence toward intrinsic value of equity.
Prior studies suggest that SSAs' information, such as earnings forecasts, target prices, and stock recommendations, can predict future stock returns (e.g., Frankel & Lee, 1998; Lee, Myers, & Swaminathan, 1999; Cha & Yoo, 2010) . Their results imply that SSAs provide value relevant information that can facilitate stock price convergence toward intrinsic value of equity. However, SSAs, as information intermediary, cannot accelerate stock price convergence toward intrinsic value of equity by themselves. Thus, there must be some stock market participants who actually trade stocks incorporating SSAs' information. Given that SSAs' information has the potential to enhance stock market efficiency, it is important to examine which market participants incorporate it more actively than the others. Prior studies suggest that institutional investors outperform individual investors and that their stock trading leads to subsequent stock returns (e.g., Nofsinger & Sias, 1999; Gompers & Metrick, 2001) . Therefore, we focus on the role of institutional investors as the stock market participants who more actively incorporate SSAs' information.
In prior literature, the roles of sell-side analysts and institutional investors on the enhancement of stock market efficiency are separately examined. However, the interaction between SSAs and institutional investors is not fully investigated. Although Chen & Cheng (2006) and Busse, Green, and Jegadeesh (2012) find that a change in institutional ownership is positively correlated with SSAs' stock recommendations, they do not examine whether Finland's stock market. Bae and Park (2007) find a significantly positive association between institutional ownership and subsequent stock returns in Korean stock market, and Kim and Cheon (2004) also find that foreign and domestic institutional investors acquire positive stock returns with superior information advantage.
To the extent that institutional investors perform better than individual investors do in stock market, it is important to investigate which factor in stock market cause a superior sophistication of institutional investors. While prior studies suggest that the superior sophistication of institutional investor is determined by herding or momentum trading strategy (e.g., Wermers, 1999; Chen, Jegadeesh, & Wermers, 2000) , there is limited research on whether a closer interaction between institutional investors and SSAs can lead to the superior sophistication of institutional investors.
Hypothesis Development
As described in previous section, prior literature suggests that sell-side analysts' summary information, such as earnings forecasts, stock recommendations and target prices, provide stock investors with useful information to predict future stock returns. That is, SSAs' forecasting information has a potential to enhance the efficiency of stock market. However, SSAs cannot accelerate the convergence of stock price toward its intrinsic value by themselves, because SSAs just provide stock market participants with information to guide their actual trading. Thus, to make it possible that SSAs' information actually facilitate the convergence of stock price into its intrinsic value, some investors, who actually trade stocks incorporating SSAs' information, should play a role. That is, investors' execution of SSAs' trading guidance is essential for SSAs' information to enhance the stock market efficiency. In this study, we focus on the role of institutional investors as more sophisticated stock market participants who incorporate more actively SSAs' value relevant information.
One of the distinct channels of the interaction between SSAs and institutional investors can be described as follows. SSAs receive, process information from diverse sources, communicating it first with institutional investors in concise forms, such as earnings forecasts, stock recommendations and target prices. Then, subsequently, institutional investors incorporate such information into their stock trading more rapidly.
1 Anecdotal evidence also shows that the main resources of institutional investors' equity research are provided by brokerage and investment banking firms with SSAs in exchange for a trading commission (Irvine, 2004; Cheng et al. 2006) . In practice, institutional investors and SSAs have regular lunch meetings or conference calls. Furthermore, SSAs participate in investor relation meetings and meet firm's management together with institutional investors. Thus, those institutional investors may spend more time to analyze the company itself and/or related industry in-depth, which is covered by SSAs ). Therefore, we expect that institutional investors are likely to incorporate SSAs' information more rapidly than individual investors do. If institutional investors incorporate SSAs' indicators of mispricing more rapidly than individual investors, there will be positive associations between institutional ownership and analysts' indicators of stock market's mispricing, such as V/P ratio, target price, and stock recommendations. Thus, our first hypothesis is as follows.
H1:
There is a positive association between the change of institutional investors' ownership and sell-side analysts' indicators of stock market's mispricing (V/P ratios, target prices, stock recommendations).
Sell-side analysts have conflicts of interest and so provide optimistically biased earnings forecasts (Irvine, 2004) . Malmendier and Shanthikumar (2014) and Kim and Eum (2006) suggest that SSAs' revision of stock recommendation is also optimistically biased. Furthermore, Bradshaw (2004) suggest that SSAs provide inconsistent information between earnings forecasts and stock recommendations. Thus, as a necessary condition that institutional investors can enhance stock market efficiency by incorporating SSAs' information into their stock trading, they should be able to selectively incorporate more accurate SSAs' information into their stock trading. Therefore, our second hypothesis investigates whether institutional investors are likely to incorporate SSAs' information more actively into their stock trading as SSAs provide more accurate forecast information. Given that institutional investors perform better than individual investors do in stock market, we expect that institutional investors can distinguish the quality of SSAs' information. Loh and Mian (2006) suggest that as SSAs' earnings forecasts are more accurate, the returns from stock trading based SSAs' stock recommendation are higher. Thus, we expect that institutional investors incorporate more actively SSAs' information than individual investors as SSAs' earnings forecasts are more accurate. Thus, our second hypothesis is as follows.
H2:
There is a stronger positive association between the change of institutional investors' ownership and sell-side analysts' indicators of stock market's mispricing (V/P ratios, target prices, stock recommendations) as analysts' earnings forecasts are more accurate.
III. RESEARCH METHOD AND SAMPLE SELECTION

Measurement of Sell-Side Analysts' Indicators of Stock Market's Mispricing
In this study, we consider SSAs' earnings forecasts, target prices and stock recommendations as the summary information which institutional investors incorporate into their stock trading. More specifically, we examine the association between the change of institutional ownership and SSAs' indicators of stock market's mispricing based on such information. The measurement of SSAs' indicators of stock market's mispricing from target price and stock recommendation is very straightforward. We use the ratio of target price to stock price, and the score from stock recommendations (i.e., higher score indicates stronger recommendation to buy stocks) as the SSAs' mispricing indicators. However, SSAs' indicators of mispricing from earnings forecasts are not explicitly observable. Prior research suggests that equity value estimates based on SSAs' earnings forecast relative to stock price (V/P ratio) can predict future stock return (Frankel & Lee, 1998; Ali et al. 2003; Cha & Yoo, 2010) . Because SSAs' earnings forecasts are the most important input into the measurement of V/P ratio, their results imply that V/P ratio can be considered as the SSAs' indicators of stock market's mispricing based on their earnings forecasts. Thus, we use V/P ratio as the proxy of such an indicator from SSAs' earnings forecasts. For all of SSAs' indicators of stock market's mispricing, a higher (lower) value of each indicator implies investors' underpricing (overpricing) of stocks.
To convert SSAs' earnings forecasts into equity value estimate, which is necessary to measure V/P ratio, we consider two representative implementations of residual income valuation model (e.g., Liu, Nissim, and Thomas, 2002) .
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Accounting researchers use the residual income valuation (RIV) model because it links equity value to the firm's accounting information with the clean surplus relation (Ohlson, 1995) . The RIV model approach is that the equity value of the firm is the sum of current book value of equity and the present value of the future residual incomes. To estimate future residual income, we use one-, and two-year ahead SSAs' earnings forecasts as the inputs. Then, we apply the representative assumptions in prior literature to estimate the residual income beyond two years ahead. The first RIV model (VRIVC) assumes that the residual earnings remain constant after two years ahead (Frankel & Lee, 1998; Lee et al. 1999; Liu et al. 2002; Ali et al. 2003; Jorgensen et al. 2011) . We compute future book values by using clean surplus relation in which the book value of equity in the future year equals the beginning of book value of equity and the estimated earnings, less the estimated dividends. We compute the cost of equity capital based on Capital Asset Pricing Model (CAPM): ( 1) where bvt is the book value per share at year t; epst are the earnings per share during year t; and rt is the cost of equity capital during year t.
The second RIV model (VRIVI) assumes that firm's profitability, measured by return on equity (ROE), trends linearly from the level computed from SSAs' two-year-ahead earnings forecasts into the industry median of return on equity by the 12th year, and after 12th year the residual income is constant. Following Liu et al. (2002) , we winsorize the
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The Clute Institute median of return on equity in the industry at the risk free rate and 20%: 
where ROEt is the return on equity during year t.
Then, we calculate the ratio of equity value estimate from each implementation to stock price (VRIVC/P, VRIVI/P). In addition, to reduce potential measurement errors, we calculate the third V/P ration by taking the average of VRIVC/P and VRIVI/P (VAVER/P).
Regression Equation
To examine our hypotheses, we use the change of institutional ownership as the dependent variable, and SSAs' indicators of stock market's mispricing (V/P ratio, target price, and stock recommendation) as independent variables. More specifically, our main regression equation is as follows.
where ∆INSTIT is a change in institutional ownership for a year after the SSAs' information is disclosed at the beginning of year; VRIVC/P are the equity value estimates, which is inferred from RIVC model, scaled by stock price at the beginning of the year; VRIVI/P are the equity value estimates, which is inferred from RIVI model, scaled by stock price at the beginning of the year; VAVER/P is the average of VRIVC/P and VRIVI/P; TARGET is the SSAs' target price divided by the stock price at the beginning of year; RECOM is the SSAs' stock recommendation at the beginning of year (1 = Strong Sell, 2 = Sell, 3 = Hold, 4 = Buy, and 5 = Strong Buy); lnSIZE is the natural log of the market value of equity; YIELD is the dividend per share divided by stock price at the beginning of year; BETA is the systematic risk estimated by regressing 30 prior monthly stock return and up to 60 prior monthly returns against the corresponding market index; lnB/M is the natural log of ratio of book value of equity to market value of equity; LEVERAGE is total liability divided by total assets; VOLUME is the average of the ratio of daily trading volume divided by the number of shares outstanding; lagRET12 is the stock return of each firm during the previous year; Year Dummies are year indicators; Industry Dummies are industry indicators based on the two-digit industry code.
We use the change in institutional ownership (∆INSTIT) for a year after the SSAs' information is disclosed at the beginning of year as dependent variable. As independent variables, we use VRIVC/P, VRIVI/P, and VAVER/P. We also include SSAs' target prices divided by stock prices (TARGET) and stock recommendations (RECOM) at the beginning of the year as additional independent variables. We use stock recommendations from the majority of Korean brokerage houses and classify them into five categories: "Strong Buy," "Buy," "Hold," "Sell," and "Strong Sell," with values ranging from 1 to 5 (1 = Strong Sell, 2 = Sell, 3 = Hold, 4 = Buy, and 5 = Strong Buy), respectively. Because a higher (lower) value of SSAs' mispricing indicator implies investors' underpricing (overpricing) of stocks, if institutional investors incorporate SSAs' mispricing indicators more rapidly than individual investors, there will be a positive association between the change of institutional ownerships and SSAs' mispricing indicators.
To analyze the association between the change in institutional ownership and SSAs' indicators of stock market's mispricing, we should control for the other factors that might affect the change of institutional ownership. Prior research finds various stock characteristics, which affect institutional investors' stock trading (e.g., Gompers & Metrick, 2001; Chen & Cheng, 2006) . Institutional investors prefer the stocks with lower volatility of stock price and higher dividend yields, because they are restricted to the prudence of fiduciary regulation, while they prefer more liquid and larger stocks because of richer information environment and lower transaction cost (Gompers & Metrick, 2001 ). Thus, we include market beta (BETA), dividend yield (YIELD), firm size (lnSIZE), and turnover (VOLUME) as control variables. Jegadeesh et al. (2004) suggest that institutional investors are more likely to invest in glamour than value stocks, because it is short to earn intended positive stock returns by investing in value stocks. Thus, we add book to market ratio (lnB/M) as control variable. Prior studies also find that institutional investors buy stocks with positive momentum (Grinblatt, Titman, & Wermers, 1995; Jegadeesh, Kim, Krische, & Lee, 2004) , and so we include previous year's stock return (lagRET12). We also add leverage (LEVERAGE) as control variable because institutional investors' ownership is negatively related to the level of leverage (Bathala, Moon, & Rao, 1994) . Lastly, our regression model includes year and industry dummy variables to control for the variability of the change in institutional ownership across year and industry.
On the other hand, to support the causal relationship between SSAs' information and institutional ownership, we examine whether institutional investors' trading behavior affects SSAs' information as an alternative hypothesis for the association between the change of institutional ownership and SSAs' mispricing indicators. To address this empirical issue, we regress the changes in SSAs' mispricing indicators on the change in institutional investor's ownership for the previous year. Following Ali et al. (2003) , we control for the well-known risk proxies since the change of V/P ratios may be affected by various risk factors as follows.
where ∆VRIVC/P are the change of equity value estimates, which is inferred from RIVC model, scaled by stock price during the year; ∆VRIVI/P are the change of equity value estimates, which is inferred from RIVI model, scaled by stock price during the year; ∆VAVER/P is the change of the average of VRIVC/P and VRIVI/P during the year; ∆TARGET is the change of SSAs' target price divided by the stock price during the year; ∆RECOM is the change of SSAs' stock recommendation during the year; lag∆INSTIT is the change in institutional ownership during the previous year; lnSIZE is the natural log of the market value of equity; BETA is the systematic risk estimated by regressing 30 prior monthly stock return and up to 60 prior monthly returns against the corresponding market index; IDRISK is the idiosyncratic risk, measured as the variance of residuals from the regressions of BETA estimation; OIVOL is the standard deviation of operating income during the past two to five years, scaled by average total asset; lnB/M is the natural log of ratio of book value of equity to market value of equity; lnD/M is the natural log of ratio of book value of debt to market value of equity; Year Dummies are year indicators; Industry Dummies are industry indicators based on the two-digit industry code.
Sample Selection
Our empirical analysis is based on a sample of Korean firms from 2001 to 2011, which excludes the observations from 2008. This is because only few SSAs revised their earnings forecasts and stock recommendations during the global financial crisis in 2008, that is, SSAs in Korea did not play their role as information intermediaries in 2008 (Song & Byun, 2013) . 3 We extract accounting and stock return data from the Korea Information Service Value (KisValue) database, institutional ownership, analysts' earnings forecast, target prices and stock recommendations data from the Fn-Guide database. 4 We also use the three-year government bond rate as a proxy for risk-free rate to calculate cost of equity capital from the Economic Statistics System of the Bank of Korea. We select firm-year observations that satisfy:
(1) financial statement data, which is required for computation of the main variables, industry identification codes, and stock return data are available from KisValue; (2) stock price, analysts' information, institutional ownerships are available from Fn-Guide; (3) non-financial firm; (4) fiscal year-end is December; (5) book value of equity is positive.
This process yields a final sample of 1,421 firm-year observations from KSE/KOSDAQ listing firms between 2001 and 2011. This final sample is used for the descriptive statistics in Table 1 .
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IV. EMPIRICAL RESULTS
Descriptive Statistics and Univariate Analysis
Descriptive statistics of our sample are reported in Table 1 . The mean values of VRIVC/P, VRIVI/P, VAVER/P are 1.571, 2.113, and 1.854, respectively. These results are consistent with previous study (Cha & Yoo, 2010) . The mean value of TARGET is 1.209, which indicates that SSAs evaluate the stock price as undervalued by 21% on average. The average of ROCOM (3.701) suggests that SSAs encourage investors to buy the stock on average. This is also consistent with prior studies (Kho & Kim, 2007; Cha & Yoo, 2010) , which suggest that SSAs' stock recommendations are optimistically biased in Korean stock market. Although all of SSAs' mispricing indicators are optimistically biased on average, such an average bias has no effect on the interpretation of our empirical results. This is because our empirical specification is based on the association between the change of institutional ownership and relative magnitude of SSAs' mispricing indicators. Table 1 presents the distributions of main variables used in this study. ∆INSTIT is a change in institutional ownership for a year after the SSAs' information is disclosed at the beginning of year; VRIVC/P are the equity value estimates, which is inferred from RIVC model, scaled by stock price, at the beginning of the year; VRIVI/P are the equity value estimates, which is inferred from RIVI model, scaled by stock price, at the beginning of the year. See the main text for the details of the implementation of each valuation model; VAVER/P is the average of VRIVC/P and VRIVI/P; TARGET is the SSAs' target price divided by the stock price at the beginning of year; RECOM is the SSAs' stock recommendation at the beginning of year (1 = Strong Sell, 2 = Sell, 3 = Hold, 4 = Buy, and 5 = Strong Buy); SIZE is the market value of equity at the beginning of year (Billion KRW); BETA is the systematic risk estimated by regressing 30 prior monthly stock return and up to 60 prior monthly returns against the corresponding market index; IDRISK is the idiosyncratic risk, measured as the variance of residuals from the regressions of BETA estimation; OIVOL is the standard deviation of operating income during the past two to five years, scaled by average total asset; B/M is the ratio of book value of equity to market value of equity; D/M is the ratio of book value of debt to market value of equity; YIELD is the dividend per share divided by stock price at the beginning of year; LEVERAGE is total liability divided by total assets; VOLUME is the average of the ratio of daily trading volume divided by the number of shares outstanding; lagRET12 is the stock return of each firm during the previous year; Although we use the logarithmic values of SIZE, B/M, and D/M in subsequent main analyses, we present the distributions of the raw values of these variables for a descriptive purpose. Table 2 presents the Pearson correlation coefficients between key variables. The association between the change of institutional investors' ownership (∆INSTIT) and the level of V/P ratios (VRIVC/P, VRIVI/P, and VAVER/P) and target price (TARGET) is significantly positive at the 1% significance level. This result indicates that institutional investors incorporate such SSAs' information more rapidly than individual investors. The correlations among analysts' information are consistent with previous research (Cha & Yoo 2010) . For example, there are significantly positive correlations among the V/P ratios (VRIVC/P, VRIVI/P, and VAVER/P), ranging from 0.786 to 0.971. The associations between target price (TARGET) and V/P ratios are also significant and range from 0.093 to 0.270. The correlation between target price (TARGET) and stock recommendation (RECOM) is also significantly positive (0.309). Lastly, unreported results indicate that there are significantly positive associations between V/P ratios and one-year-ahead stock returns, which range from 0.228 to 0.299. This result indicates that V/P ratios incorporating SSAs' earnings forecasts can be considered as the indicator of stock market's mispricing based on SSAs' earnings forecasts. The significant correlations between the change of institutional investors' ownership (∆INSTIT) and control variables and also between SSAs' mispricing indicators (VRIVC/P, VRIVI/P, VAVER/P, TARGET, RECOM) and control variables indicate that we need to examine the results of multivariate analyses, which are presented in next section. Table 2 presents Pearson correlations between key variables for the pooled sample. Please see the note of Table 1 for the definitions of variables except followings. lnSIZE is the natural log of the market value of equity. lnB/M is the natural log of ratio of book value of equity to market value of equity. lnD/M is the natural log of ratio of book value of debt to market value of equity. ***, **, * indicate, respectively, the significance level at the 1%, 5%, and 10% level or better. Table 3 reports the results of multivariate regressions of the change of institutional ownership on SSAs' mispricing indicators which test our first hypothesis. Panel A of Table 3 shows that the change of institutional ownership is positively associated with each of all SSAs' mispricing indicators, VRIVC/P, VRIVI/P, VAVER/P, TARGET, and RECOM. The t-statistics range from 2.40 to 4.11. Furthermore, we investigate which mispricing indicators of SSAs among V/P ratio, target price and stock recommendation is incrementally incorporated into the institutional investors' stock trading. Table 3 presents the pooled sample regressions of the change in institutional ownership on the equity value estimates inferred from analysts' earnings forecasts scaled by stock prices (V/P ratio), target prices scaled by stock prices, and stock recommendations with control variables. See the notes of Table 1 and 2 for the definitions of variables. Adj. R 2 is the adjusted R 2 for the regressions. ***, **, * indicate, respectively, the 1%, 5%, and 10% significance levels. The regression equations are as follows. Panel B of Table 3 presents that both V/P ratio and stock recommendation are significantly associated with the change of institutional ownership, while the significance of association between target price and the change of institutional ownership disappears when all mispricing indicators are considered. This result implies that SSAs' target price does not provide incremental information to institutional investors beyond SSAs' earnings forecasts and stock recommendation. In sum, our main empirical results in Table 3 indicate that there is a positive association between the change of institutional ownership and SSAs' mispricing indicator, such as V/P ratio and stock recommendation. This result is consistent with our first hypothesis that institutional investors incorporate SSAs' indicators of stock market's mispricing more actively than individual investors taking a role to enhance the extent of stock market efficiency.
Multivariate Analysis
In previous analysis, we regress the change of institutional ownership during a year on the level of SSAs' mispricing indicator at the beginning of that year. Thus, there is less possibility that unknown common factors affect simultaneously both the change of institutional ownership and SSAs' mispricing indicator. However, we cannot fully rule out such a possibility. Thus, to strengthen the causal relationship between the change of institutional ownership and SSAs' mispricing indicators, we examine whether institutional investors' stock trading affects SSAs' mispricing indicators as an alternative hypothesis for the association between the change of institutional ownership and SSAs' mispricing indicators. More specifically, we regress the change of SSAs' mispricing indicators during a year on the previous year's change of institutional ownership. If we don't observe a significant association between those two variables, we can, at least partially, address such a potential causality issue. Table 4 presents the results of empirical analysis to examine such an alternative hypothesis. As presented in Table 4 , the association between the change of SSAs' mispricing indicators (∆ VRIVC/P, ∆VRIVI/P, ∆VAVER/P, ∆TARGET, ∆RECOM) and the previous year's change of institutional ownership is not statistically significant. That is, we cannot find any evidence that SSAs' information is affected by institutional investors' trading behavior. Therefore, we suggest that our main results may support the causality relationship in which institutional investors incorporate SSAs' guidance on their stock trading, but not vice versa. Table 4 presents the pooled sample regressions of the change of sell-side analysts' mispricing indicators, such as the equity value estimates inferred from analysts' earnings forecasts scaled by stock prices (V/P ratio), target prices scaled by stock prices, and stock recommendations, on the previous year's change in institutional ownership with control variables. See the notes of Table 1 and 2 for the definitions of variables, except lag∆INSTIT which is the change in institutional ownership during the previous year. Adj. R 2 is the adjusted R 2 for the regressions. ***, **, * indicate, respectively, the 1%, 5%, and 10% significance levels. The regression equations are as follows. To test our second hypothesis, we divide the whole sample into two sub-samples on the basis of the accuracy of analysts' earnings forecasts. We measure the accuracy of analysts' earnings forecasts by their forecast errors, which are the absolute value of one-year-ahead analysts' earnings forecasts minus the actual earnings, scaled by stock price. Then, we identify two sub-samples with analysts' forecast errors which is less or more than the median of forecast errors in the whole sample (0.029). Then, we repeat our regression analysis in Table 3 separately for each of subsample.
Panel A of Table 5 presents the regression results for the first sub-sample with analysts' earnings forecast errors less than the median. As reported in Panel A of Table 5 , the coefficient of VRIVC/P, VRIVI/P, VAVER/P, and RECOM are significantly positive. This result implies that institutional investors incorporate SSAs' mispricing indicators, such as V/P ratio and stock recommendation, more rapidly than individual investors when analysts provide more accurate earnings forecasts. Table 5 presents the results of regressions of the change in institutional ownership on the equity value estimates inferred from analysts' earnings forecasts scaled by stock prices (V/P ratio), target prices scaled by stock prices, and stock recommendations with control variables for each sub-sample based on analysts' earnings forecasts errors. Panel A presents the results for the first sub-sample with analysts' earnings forecasts errors less than the median of the whole sample. Panel B report the results for the second sub-sample with analysts' earnings forecasts errors more than the median of the whole sample. See the notes of Table 1 and 2 for the definitions of variables. Adj. R 2 is the adjusted R 2 for the regressions. ***, **, * indicate, respectively, the 1%, 5%, and 10% significance levels. The regression equations are as follows.
Panel B of Table 5 presents the regression results for the second sub-sample with analysts' earnings forecast errors more than the median. As reported in Panel B of Table 5 , the coefficient of VRIVC/P, VRIVI/P, VAVER/P, and TARGET are not statistically significant, while only the coefficient of RECOM is weakly significant at the 10% level. This result suggests that institutional investors may not actively incorporate the mispricing indicators of analysts who have issued less accurate earnings forecasts. Taken together, the results in Table 5 indicate that the change of institutional ownership is significantly associated with SSAs' mispricing indicators only when analysts' earnings forecasts are more accurate, which is consistent with our second hypothesis. These results imply that institutional investors selectively incorporate more accurate SSAs' information into their stock trading. Thus, we can suggest that institutional investors may act as a more sophisticated mechanism to enhance stock market efficiency by distinguishing the quality of SSAs' information.
V. CONCLUSION
This study examines how institutional investors interact with sell-side analysts (hereafter, SSAs) in Korean stock market. We investigate the role of institutional investors as more sophisticated investors who incorporates sell-side analysts' earnings forecasts, target prices and stock recommendation more actively than individual investors do. Furthermore, we examine whether institutional investors can differentiate the quality of sell-side analysts' indicators of stock market's mispricing.
By using a sample of Korean firms during 2001-2011, we find that the change of institutional ownership has a significantly positive association with the level of equity value estimates based on SSAs' earnings forecasts relative to stock prices and their stock recommendation. Furthermore, we find that only when SSAs' earnings forecasts are more accurate, institutional investors incorporate SSA's information into their stock trading. Thus, we conclude that institutional investors in Korean stock market may contribute to the enhancement of stock market efficiency by incorporating SSAs' mispricing indicators more actively than individual investors.
This study makes several contributions to the literature as follows. First, this study provides a piece of evidence that institutional investors act as a more sophisticated mechanism in incorporating SSAs' mispricing indicators more rapidly than individual investors do. Second, this study suggests that institutional investors can selectively incorporate more accurate SSAs' information. This evidence adds to the prior literature which examines institutional investors' sophistication in stock market. Overall, this study contributes to the enhancement of our knowledge about the unobserved interaction among more sophisticated stock market participants who are considered to take an active role on the enhancement of stock market efficiency.
